Abstract. Starting from a discussion of Schumpeter's analysis of the relationships of capitalism, socialism and democracy, it is shown that, in a complex society, democracy is only compatible with a decentralized market economy with safe property rights. But in time democracy shows a tendency to weaken the capitalist system by more and more regulations and an ever-increasing share of government (including the social security system) in GDP. This tendency is a consequence of political competition because of the development of interest groups and the presence of rationally uninformed voters. It leads to a weakening of eciency, investment, innovation and thus to lower growth rates of GDP. But in time forces opposing this development arise. First, because of the negative consequences of growing government the welfare and regulatory state is bound to move into a crisis in the long run. Thus innovative politicians have a chance to win the support of a majority of voters for reform projects, who perceive ®nally the ever-increasing burden of higher taxes and regulations and realize that these burdens are not worth the bene®ts bestowed on them. In doing so, they may face, however, the competition of ideologies. Second, there are other states with lower taxes and less unnecessary regulations which show higher growth rates of GDP, and gain thus relative advantages in international political and military competition since they can command greater resources with the passage of time. To maintain their relative international power position, reforms are thus considered as necessary by rulers. This may be helped by pressure resulting from comparisons of the standards of living done by their citizens.
1 Introduction: Schumpeter on capitalism, socialism and democracy
The life-work of Joseph Schumpeter is distinguished by two major accomplishments: his Theory of Economic Development and his Theory of Democracy. The latter is perhaps less well-known. Its analysis, however, of democracy as a competitive process, with the assumption that politicians and political parties are vying peacefully for government power and oce, has in¯uenced the later development of Public Choice Theory in this ®eld, especially Anthony Downs' An Economic Theory of Democracy (1957) . Given these two accomplishments it is not surprising that Schumpeter turned his attention to the relationship between the process of economic development and the political system, especially democracy. As a consequence, the change of political-economic systems was at the center of his interests in Capitalism, Socialism and Democracy (1943/1966) , Here again, many of the problems occupying political economists, political scientists and sociologists up to this day, were already discussed by Schumpeter.
Schumpeter asked and tried to answer several questions. Can capitalism survive? His answer was``no'', but in contrast to Marx he thought, that this was true not because of the failures but because of the successes of capitalism. It is because of them that capitalism will inevitably give way to socialism, probably in its form of a centrally planned economy. This prediction contrasts sharply with Hayek's warning in the Road to Serfdom, written at about the same time and looking at the same empirical evidence. Indeed, Hayek, Mises, RoÈ pke, Eucken, Knight, Friedman and others founded the Mont Pelerin Society, obviously in the hope that the battle of ideas against socialism still could be won. Schumpeter derided these eorts in one of hist last addresses The March into Socialism, given to the American Economic Society in New York on December 30, 1949: I believe that there is a mountain in Switzerland on which congresses of economists have been held which express disapproval of all or most of these things. But these anathemata have not even provoked attack (1966, p. 418) .
A second question asked by Schumpeter was the following. Is democracy compatible with socialism, even with that of the planned economy version? And he answers as follows:
Between socialism as we de®ned it and democracy there is no necessary relation: the one can exist without the other. At the same time there is no incompatibility: in appropriate states of the social environment the socialist engine can be run on democratic principles (1966/1943, p. 284) .
